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Good morning. I appreciate the opportunity to partici-
pate in your Fall General Meeting. As my colleagues
at the Financial Accounting Standards Board (FASB)
and the International Accounting Standards Board
(IASB) will agree, fair value accounting poses
many challenges and has sparked significant industry
debate.

The subject of fair value accounting has been dis-
cussed in the United States for well over a decade.
Advocates of fair value accounting believe that fair
value is the most relevant measure for financial
reporting. Others, however, believe that historical
cost provides a more useful measure because it more
clearly represents the economics of business perfor-
mance and because fair value estimates may not be
reliable or verifiable.

So, which is more appropriate—fair value or his-
torical cost? Let me share with you the Federal
Reserve’s long-standing position on this issue. As
a supervisor of the U.S. banking system, we want
to ensure that financial institutions follow sound
accounting policies and practices. We continue to
support improved transparency and enhanced finan-
cial disclosures, which promote market discipline
and provide useful information to decisionmakers.
We also support fair value accounting for assets and
liabilities used in the business of short-term trading
for profit, such as the trading account for banks. And
we support enhanced disclosures of fair-value-based
information as part of broader descriptions of risk
exposures and risk management. However, we
believe that the accounting industry should be very
careful before moving toward a more comprehensive
fair value approach, where all financial assets and
liabilities are recorded on the balance sheet at fair
value and changes in fair value are recorded in earn-
ings, whether realized or not.

The FASB recently issued a proposed standard on
fair value measurements that provides a general
framework for valuing assets and liabilities that are

currently measured or disclosed at fair value.1 At this
time, it does not expand the use of fair values in the
primary financial statements. I would like to summa-
rize and share with you the Federal Reserve’s views
on the proposed standard, which were provided to
FASB in a comment letter as part of the exposure
process.2 We see the proposal as a good first step
toward enhancing measurement guidance in this area.
However, as I will discuss in a moment, a number
of important issues warrant further consideration,
especially before dramatic moves are made toward
increased fair value accounting.

But before discussing these specific issues, allow
me to emphasize one important point. As a bank
supervisor, the Federal Reserve believes that innova-
tions in risk management are very important to the
continued improvement of our financial system. New
methods and financial instruments allow banking
organizations to improve their risk-management prac-
tices by selecting target levels of risk exposures and
shedding or limiting unwanted positions. Accounting
frameworks should improve transparency around
business decisions and outcomes without providing a
disincentive to better management of risk.

FAIR VALUE MEASUREMENT ISSUES THAT
WARRANT FURTHER CONSIDERATION

Reliability and Measurement

If markets were liquid and transparent for all assets
and liabilities, fair value accounting clearly would be
reliable information useful in the decisionmaking
process. However, because many assets and liabilities
do not have an active market, the inputs and methods
for estimating their fair value are more subjective
and, therefore, the valuations less reliable.

Research by Federal Reserve staff shows that fair
value estimates for bank loans can vary greatly,

1. The Financial Accounting Standards Board is considering pos-
sible changes to the proposed Fair Value Measurements Standard. The
final standard is scheduled to be issued in the second quarter of 2005.

2. A copy of the Federal Reserve’s comment letter can be found
on the Financial Accounting Standards Board’s web site at
www.fasb.org/ocl/1201-100/31186.pdf.
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depending on the valuation inputs and methodology
used. For example, observed market rates for cor-
porate bonds and syndicated loans within lower-
rated categories have varied by as much as 200 to
500 basis points. Such wide ranges occur even in the
case of senior bonds and loans when obligors are
matched.

The FASB statement on the proposed fair value
standard suggests that reliability can be significantly
enhanced if market inputs are used in valuation.
However, because management uses significant judg-
ment in selecting market inputs when market prices
are not available, reliability will continue to be an
issue.

The proposal identifies three levels of estimates,
with the lowest priority given to level-3 estimates.
These estimates are not based on quoted prices in
active markets for either identical or similar assets
or liabilities, but rather on mark-to-model esti-
mates. The proposal suggests that the use of multi-
ple approaches, such as the market, income, and
replacement-cost methods, will improve reliability of
these estimates. However, the number of approaches
adds little to reliability if all the methods are based on
the same underlying information, as would often be
the case for financial instruments.

In our role as a bank supervisor, we have observed
that minor changes in a number of assumptions in a
pricing model can have a substantial effect. Gener-
ally, we are comfortable with the fair value measure-
ment process for liquid trading instruments that
financial institutions have had significant experience
in valuing. However, we believe that for less-liquid
assets and liabilities, reliability is a significant
concern.

Management Bias

The fact that management uses significant judgment
in the valuation process, particularly for level-3
estimates, adds to our concerns about reliability.
Management bias, whether intentional or uninten-
tional, may result in inappropriate fair value measure-
ments and misstatements of earnings and equity capi-
tal. This was the case in the overvaluation of certain
residual tranches in securitizations in recent years,
when there was no active market for these assets.
Significant write-downs of overstated asset valua-
tions have resulted in the failure of a number of
finance companies and depository institutions. Simi-
lar problems have occurred due to overvaluations in
nonbank trading portfolios that resulted in overstate-
ments of income and equity.

The possibility for management bias exists today.
We continue to see news stories about charges of
earnings manipulation, even under the historical cost
accounting framework. We believe that, without reli-
able fair value estimates, the potential for misstate-
ments in financial statements prepared using fair
value measurements will be even greater.

Verification

As the variety and complexity of financial instru-
ments increases, so does the need for independent
verification of fair value estimates. However, verifi-
cation of valuations that are not based on observable
market prices is very challenging. Many of the values
will be based on inputs and methods selected by
management. Estimates based on these judgments
will likely be difficult to verify. Both auditors and
users of financial statements, including credit port-
folio managers, will need to place greater emphasis
on understanding how assets and liabilities are mea-
sured and how reliable these valuations are when
making decisions based on them.

Compound Values and Revenue Recognition

The value of a financial instrument may, in some
cases, be coupled with an intangible value. For exam-
ple, a servicing asset can be considered to reflect two
values: a financial instrument that is similar to an
interest-only strip and an intangible value reflecting
the contractual right to perform services over time
in exchange for a fee. The current accounting frame-
work often requires different accounting and disclo-
sure treatments for financial and nonfinancial compo-
nents. However, the accounting literature offers little
guidance on when these assets should be separated
and how to determine the separate valuations. This
lack of guidance may in some cases result in ques-
tionable or inappropriate practices, such as including
projected income from cross-marketing activities
in the valuation of financial instruments. Additional
guidance to address these issues is warranted.

Also, consideration must be given to revenue-
recognition issues in a fair value regime. We must
ensure that unearned revenue is not recognized up
front, as it inappropriately was by certain high-tech
companies not so long ago.

Disclosures

Fair values reflect point estimates and by themselves
do not result in transparent financial statements.
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Additional disclosures are necessary to bring mean-
ing to these fair value estimates. FASB’s pro-
posal takes a first step toward enhancing fair value
disclosures related to the reliability of fair value
estimates. I believe that additional types of dis-
closures should be considered to give users of
financial statements a better understanding of the
relative reliability of fair value estimates. These
disclosures might include key drivers affecting
valuations, fair-value-range estimates, and confidence
levels.

Another important disclosure consideration relates
to changes in fair value amounts. For example,
changes in fair values of securities portfolios can
arise from movements in interest rates, foreign-
currency rates, and credit quality, as well as pur-
chases and sales from the portfolio. For users to
understand fair value estimates, I believe that they
must be given adequate disclosures about what fac-
tors caused the changes in fair value.

CONSIDERATIONS FOR CREDIT PORTFOLIO
MANAGEMENT

Fair value estimates affect the information you use
as credit portfolio managers. Today’s financial state-
ments are based on a mixed-attribute accounting
model. This means that an entity’s balance sheet may
include certain values reported at historical cost and
certain values reported at fair value.

Fair values may be used as an analytic tool in the
lending process and are compared with historical cost
values. This historical cost information, along with
associated disclosures, contains reliable information
that provides insights into a firm’s expected cash
flows. As the industry moves toward expanded use of
fair value, I believe disclosure of certain historical
cost information will remain essential.

As indicated above, the reliability of the valua-
tions and the transparency of the methods and
inputs used to calculate the values are critically
important. Clearly, fair valuations will have an
impact on leverage ratios, capital ratios, and other
ratios used in the lending and credit-management
process. Credit portfolio managers will need to iden-
tify and understand the impact of changes in fair
value estimates that result from changes in specific
factors, economic conditions, management judgment,
modeling techniques, and so forth and distinguish
these mark to model factors from realized gains or
losses.

ACCOUNTING TREATMENT FOR CREDIT
DERIVATIVES

Under U.S. generally accepted accounting principles,
credit derivatives are generally required to be recog-
nized as an asset or liability and measured at fair
value, and the gain or loss resulting from the change
in fair value must be recorded in earnings. Most
credit derivatives do not qualify for hedge accounting
treatment, which would permit the gain or loss on the
credit derivative to be reported in the same period as
the gain or loss on the position being hedged, assum-
ing the hedge is effective. Therefore, the use of credit
derivatives can result in earnings volatility.

Consider a credit derivative that hedges credit risk
of a loan, for example. As the loan’s credit quality
deteriorates, the value of the credit derivative
improves. Since the loan is recorded at historical
cost, and the credit derivative is marked to fair value,
a gain from the change in value of the derivative
is recognized in earnings. Conversely, if the loan’s
credit quality improves, the value of the credit deriva-
tive declines, resulting in a reported loss. These gains
and losses may be offset by the level of provisions
that are established for estimated credit losses on the
loan, but this would likely result in only a partial
offset.

As management attempts to reduce this earnings
volatility, we may see changes in risk-management
practices. Unfortunately, some managers might use
fewer credit derivatives to reduce credit risk due to
this potential earnings volatility. Accordingly, setters
of accounting standards need to consider improve-
ments to the accounting treatment that do not result
in a disincentive to those who prudently use credit
derivatives for risk-management purposes.

Is fair value accounting the answer to this volatility
issue? If the hedged asset were measured at fair
value, the changes in values of the hedged item and
the credit derivative may offset each other, reducing
the volatility that arises when only the derivative is
marked to market and not the hedged item. Of course,
the degree of the earnings volatility under a full fair
value accounting approach would depend on the
effectiveness of the hedge.

The IASB developed the new ‘‘fair value option’’
under International Accounting Standard (IAS) 39.
Using this option, companies that use international
accounting standards will be permitted to apply fair
value accounting to certain financial instruments that
they designate at the time of purchase or origination.
Accordingly, firms using the fair value option could
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mark to market both the credit derivative and the
hedged position and report changes in their fair
values in current earnings.

While at first glance the fair value option might be
viewed as the solution to addressing the problems of
the mixed-attribute model, it also raises a number of
concerns. Many of these concerns, as well as recom-
mendations to address them, were included in a com-
ment letter to the IASB from the Basel Committee
on Banking Supervision (Basel Committee) issued on
July 30.3

Many of the Basel Committee’s concerns are simi-
lar to those I described above and can be summarized
as follows. Addressing reliability and verifiability
issues, the committee suggested that, without observ-
able market prices and sound valuation approaches,
fair value measurements are difficult to determine,
verify, and audit. It also suggested that reporting will
become more complex and less comparable.

The Basel Committee comment letter also dis-
cussed the own credit risk issue. If an entity’s credit-
worthiness deteriorates, financial liabilities would be
marked down to fair value and a gain would be
recorded in the entity’s profit and loss statement. In
the most dramatic case, an insolvent entity might
appear solvent as a result of marking to market its
own deteriorated credit risk.

To address these concerns, the Basel Committee
recommended certain restrictions on the fair value
option, such as disallowing the marking to market of
credit risk of the institution’s own outstanding debt
and prohibiting the fair value option for illiquid finan-
cial instruments. It also suggested that the fair value
option be limited to transactions that seek to econom-
ically hedge risk exposures and to situations in which
accounting volatility associated with the mixed-
attribute model can be reduced. Lastly, it recom-
mended enhanced disclosures related to the fair value
option.

Representatives of the Basel Committee continue
to work constructively with the IASB on these issues,

and I believe this dialogue can lead to a more-
balanced approach to the fair value option that
supports transparent accounting and sound risk-
management policies in a manner consistent with
safe and sound banking practices.

As banking organizations using IASB standards
consider how to use the fair value option for their
own financial reporting purposes, additional issues
should be considered. For example, if loans are
accounted for under the fair value option, what im-
pact would that have on loan loss allowances, which
under risk-based capital standards are a component of
regulatory capital? Would changes in loan-loss provi-
sioning practices due to the fair value option reduce
regulatory capital, and, if so, how would this capital
be replaced? How would the fair value option affect
important asset-quality measures, such as nonper-
forming assets? From an earnings perspective, how
would net interest margin be affected? As you can
see, a number of important practical issues need to be
addressed.

CONCLUSION

FASB’s fair value measurement standard is a good
first step toward developing enhanced guidance for
the estimation of fair values. However, much more
work needs to be done before fair value estimates are
reliable, verifiable, and auditable. Credit portfolio
managers will need to be aware of these movements
to fair value accounting and how they will affect your
understanding of companies you evaluate.

Credit derivatives can be a useful tool in managing
credit risk. However, they raise thorny accounting
issues. While IASB’s fair value option is one pos-
sible approach to addressing these problems, further
development of this alternative accounting method
should move forward in a balanced fashion to ensure
that it results in an actual improvement in accounting
practices.

3. A copy of the Basel Committee’s comment letter can be found
on the Bank for International Settlements web site at www.bis.org/
bcbs/commentletters/iasb14.pdf.
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